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“It would hardly be unjust to say that the rationalistic approach is here opposed to almost all that is the distinct product of liberty and that gives liberty its value.  Those who believe that all useful institutions are deliberate contrivances and who cannot conceive of anything serving a human purpose that has not been consciously designed are almost of necessity enemies of freedom.  For them freedom means chaos.”





     F.A. Hayek, Constitution of Liberty (1960, p. 61)
I.  Introduction


Economists generally focus on the positive incentives that property rights create.  Perhaps the most widely recognized positive result of clearly defined property rights is a prevention of the “tragedy of the commons” (Hardin 1968).  When people are left alone to pursue their own self-interests in an environment lacking property rights, undesirable social outcomes—also known as the tragedy of the commons—often result.  For example, when there were no regulations on buffalo hunting in the 1800’s, overharvesting occurred, driving buffalo in the United States to near extinction.  
On the other hand, we know that when property rights are well-defined and protected, people have a strong incentive to be good stewards of resources.  In fact, if resources are valuable enough and property rights are well-defined, people will engage in or encourage the production of goods that might have at one time been thought of as endangered or vanishing.  For example, buffalo populations have increased in the West now that property rights in buffalo have been created, meaning that buffalo can be privately owned and sold at a profit.  
Giving people the proper incentives to care for resources is only one beneficial aspect of property rights, however.  An equally important, but less tangible, benefit of clearly defined property rights is that such rights enable the communication of market values and the relative scarcity of particular products.  For example, when water rights are individually owned, and individuals must buy their water from private owners, the price of the water reflects the true scarcity and value of the resource.  By contrast, this information is often obscured by government subsidies and price controls, meaning that the market is unable to accurately convey the value of water.  

Economists have long focused on the role property rights play in making markets work, largely due to the information created and communicated when individuals and firms freely exchange their privately owned goods and services.  Adam Smith emphasized the importance of private property rights when he wrote:   
Commerce and manufactures can seldom flourish long in any state which does not enjoy a regular administration of justice, in which the people do not feel themselves secure in the possession of their property, in which the faith of contracts is not supported by law, and in which the authority of the state is not supposed to be regularly employed in enforcing the payment of debts from all those who are able to pay. (1981 [1776], p. 910)
Ludwig von Mises, F.A. Hayek, and other Austrian economists built on Smith’s work in this area.  For Austrian economists, markets can only send proper signals about relative scarcity when a certain set of institutions, namely private property and the rule of law, are in place.  Mises (1996 [1927], p. 184) was quit explicit about the importance of private property when he argued that “interventionism,” which aims at regulating and restricting property rights, “cannot attain the ends that its advocates intend it to attain.”   According to Mises (1981 [1932], p. 102; emphasis added), 
To suppose that a socialist community could substitute calculations in kind for calculations in terms of money is an illusion.  In a community that does not practice exchange, calculations in kind can never cover more than consumption goods.  They break down completely where goods of higher order are concerned.  Once society abandons free pricing of production goods rational production becomes impossible.  Every step that leads away from private ownership of the means of production and the use of money is a step away from rational economic activity.  
For Mises, interventions into the marketplace are self-defeating, and they distort the information created by property rights.  In the limit, the complete abolition of property rights would make rational economic calculation impossible.  
The Austrian “impossibility” argument is well known and nicely summarized by Peter Boettke (2001 [1998], p. 31):

1. Without private property in the means of production, there will be no market for the means of production; 
2. Without a market for the means of production, there will be no monetary prices established for the means of production;

3. Without monetary prices, reflecting the relative scarcity of capital goods, economic decision makers will be unable to rationally calculate the alternative use of capital goods.  
In other words, when the capitalist institution of private property is abolished, rational economic calculation is no longer possible.  
Austrians often discuss property rights as they would exist in a purely capitalist or purely socialist society.  However, property rights in the real world are complex and often poorly defined.  Since property rights are crucial for the coordination of economic activities, the central question for economists and policymakers becomes the question of how to gather accurate information about the scarcity of resources in a world with imperfect property rights.  The collection of information is greatly complicated by the fact that the market is a large, complex, and rapidly changing social institution; no individual could possibly hope to acquire the information necessary to control or exploit the market.  As Hayek (1980 [1945], p. 78) notes: 
[The knowledge problem] is rather a problem of how to secure the best use of 
resources known to any of the members of society, for ends whose relative importance only these individuals know.  Or, to put it briefly, it is a problem of the utilization of knowledge which is not given to anyone in its totality.

The knowledge of “the particular circumstances of time and place” in the market (Hayek 1980 [1945], p. 80) is inextricably linked to property rights.  Therefore, changes in property rights, such as privatization programs, can affect the dispersal of knowledge within an economy, which ultimately affects individual behavior and overall economic performance.  
II.  Neoclassical Privatization

In standard economic theory, property rights are said to reduce uncertainty, internalize externalities, and provide people with the much needed incentive to take care of the things they own.   Thus, it would seem like the best way to deal with any problems resulting from common-pool resource ownership would be to “privatize, privatize, privatize” (Friedman 1991).  Nevertheless, state-led privatization efforts in practice have produced uneven distributional consequences and sometimes make bad situations even worse.


The reason many efforts to privatize resources have failed is because the policymakers in charge of the privatization misunderstand the role property rights play in communicating market information.  The policymakers in charge of privatization efforts, who are usually trained in neoclassical economics, act as Adam Smith’s (1982 [1759], pp. 233-34) “man of system”; they try to stand outside of the economic system and act as though they have full information about all relevant prices, costs, and consequences of their reform proposals.  In an ideal world, these planners would be fortunate enough to have full and complete information, and thus the neoclassical approach to economic reform could be defended because it would engineer a unique solution in which society’s overall well-being is maximized. 


Real-world economic planning, however, takes place in an environment of uncertainty in which cultures and expectations vary.  In such an environment, our knowledge about the economic system is not even probabilistic.  To be able to form a useful probabilistic model, there needs to be some general idea of possible outcomes and a confidence that the possible outcomes are exhaustive.  In complex economic systems, however, knowledge is fragmented and dispersed.  As a result, the most planners can hope for is to form highly imprecise, imperfect estimates of possible outcomes.  


Perhaps the easiest way to understand the economic problems involved in centralized reform efforts is to look at recent experiments with privatization.  Throughout Eastern Europe and the former Soviet Union, extremely intelligent economists, such as Anders Aslund, Jeffrey Sachs, and Andrei Shleifer, were put in charge of post-communist reform and privatization programs.  When the experts came onto the scene, a number of key industries, which were previously nationalized, were ready to be privatized.  They tried to come up with comprehensive reform plans in which “waves” of privatization were introduced.  The initial values of industries undergoing privatization were based on cost-plus estimates of asset values.  Once established, the privatizations were carried out through auctions, management-employee buyouts (MEBOs), and voucher privatization schemes.


While the idea of privatizing state-owned industries was a noble one, the actual
outcomes of post-communist privatizations have been generally viewed as disappointing.  The predicted post-privatization “take-offs” in economic growth did not occur.  Many Eastern European countries are struggling to find their way in the post-communist period.  The Russian economy, where reforms were heavily influenced by Aslund, Sachs, and Shleifer, has enjoyed an overall rate of growth near zero since the collapse of communism (Leeson and Trumbull 2006).  

Corruption problems surfaced in many of the privatization schemes.  The benefits of many privatization programs flowed primarily to political insiders and people loyal to the new governments.  Many of the previous de facto owners viewed the privatization programs as illegitimate and engaged in destructive behaviors against the new class of property owners, such as rioting and stealing capital before the new property owners took over; such behaviors increased the enforcement costs of privatization and lowered overall welfare for the reforming economies.    

The new governments’ desires to create equity among their citizens often overrode concerns with economic efficiency.  Since the main objectives of privatization programs were to disperse the benefits of privatization to all citizens, create a middle class, and “buy” the public’s support for privatization, many governments attempted to “democratize” ownership by giving all citizens stakes in the old state-owned resources.  Privatization in practice, however, did not usually produce the ideal results for which the reformers hoped; the programs proved cumbersome, and the resources were difficult to value initially.  As a result, voucher programs with well-intentioned aims ended up benefiting a small minority of influential shareholders.

These unexpectedly poor outcomes were often due to the fact that many of the assets being privatized were not worth nearly as much as the reformers thought they were worth.  For example, some state-run firms had little positive value and should have been shut down instead of privatized.  The mixed track record of post-communist privatization is largely a result of economists basing policies on a flawed neoclassical model of economic behavior.  The reformers lacked the necessary information to properly value and sell off property that was formerly controlled by the state, so their privatization schemes failed to attain the level of success for which the reformers hoped.  Peter Boettke (2001 [1994], p. 192) explains the problem as follows:

The problem with the conventional privatization package, however, is that one cannot value assets without a market, but a reliable market cannot exist without private property.  The whole point of the privatization schemes of vouchers or public auction is to create private ownership.  But how is the value of assets to be determined without a market in the first place?  In other words, a voucher program is predicated on the ability to value assets, even though the whole point of the exercise is to create markets that will enable participants to assess the value of assets.  If valuation could take place independent of the private property context, then privatization would be redundant and unnecessary. 
III.  Spontaneous Privatization

The Austrian approach to privatization, in contrast to the neoclassical model, emphasizes the subjective and contextual nature of property rights.  Austrian economists want the government removed from the reform process.  When the government takes a laissez faire approach to privatization, each industry can find its own way towards the market, free from central direction.  In many industries, the de facto owners become the new stakeholders.  While spontaneous privatization might create inherent biases, it does a better job of putting local knowledge to work because the de facto owners have a firm understanding of relevant resource values and existing property rights.  When spontaneous privatizations occur, a government’s role in economic reforms is limited; this mode of privatization is preferable to government-controlled privatization because the knowledge necessary for reform can only emerge from decentralized markets.  

The neoclassical, top-down approach and the spontaneous approach to privatization differ in many other important ways.  A centralized approach to privatization involves an attempt to coordinate the actions of different people within a set of clearly defined instructions, which will ideally produce efficient economic results.  Laissez faire or spontaneous privatization, by contrast, makes no assumptions about the rules necessary for efficient results.  Instead, abstract, general rules will emerge from the decentralized market.  Successful privatization and coordination will come about as people take account of other people’s behavior.  If, for example, many different people are bargaining over rights to one resource, spontaneous privatization will allow such rights to increase in value, which will cause some potential owners to lose interest in the expensive right and look elsewhere for opportunities.  By keeping asset values fixed, the neoclassical approach to privatization, by contrast, sends a false signal to potential owners about the relative scarcity of rights.  

Clearly, the neoclassical and Austrian approaches to privatization differ in the ways in which they make use of knowledge.  In the neoclassical approach, the parameters that guide privatization are not flexible.  The feedback received by planners in control of privatization must be consolidated, so changes to the privatization programs are made only gradually.  Spontaneous privatization, by contrast, incorporates every piece of relevant information.  The value of resources can adjust immediately to changes in opinion, and the nature of rights can evolve without any commands from a central authority.  

Ultimately, neoclassical privatization programs are problematic because they represent an attempt to centrally design economic institutions.  The reformers specify certain objectives, such as increased economic efficiency or greater equality among a nation’s citizens, and they hope privatization programs can help achieve some of the stated goals.  Once the goals are clearly defined, resources are then allocated according to some centralized view of objectives and opportunities.  When a thorough dose of real, or “robust,” political economy is introduced into their privatization schemes, however, the reforming countries’ growth prospects become bleaker.  

Austrian economists generally reject the traditional, or neoclassical, approach to privatization because it works on the assumption that the privatization problem is simply an engineering problem.  As Austrian economists recognize, the design of a property rights systems cannot be reduced to a formulaic problem with a readily available solution.  The more appropriate attitude for policymakers who want to avoid the errors of rational constructivism is to view themselves as gardeners, not engineers.  Vernon Smith (2003, p. 502), among others, makes a distinction between evolved rules and constructivist rules when he writes,
Rules emerge as a spontaneous order—they are found—not deliberately designed by one calculating mind.  Initially constructivist institutions undergo evolutionary change adapting beyond the circumstances that gave them birth.  What emerges is a “social mind” that solves complex organization problems without conscious cognition.

For Smith and Austrian economists, policymakers face an insurmountable epistemic constraint if they try to control the privatization process.  Rather than try to control the process, the act of privatization itself should be turned over to the market so that local knowledge is able to surface.  
Even though neoclassical privatization might be flawed in both theory and practice, the alternative is not a system of central planning in which property rights are abolished but, rather, laissez faire or spontaneous privatization.  Spontaneous privatization can be understood as “all privatization efforts that occur outside the initiative and central direction of the state” (Hill and Karner 1996, p. 81).  In other words, spontaneous privatization comes from the bottom up.  Spontaneous property rights emerge slowly, and the definition and enforcement of the emerging rights do not come all at once but, rather, develop as the rights become more legitimate and valuable.  Hernando de Soto (2000, pp. 164-71) offers a nice summary of extralegal rights and spontaneous privatization.  According to de Soto (p. 165), “the right of universal access to property is now recognized by nearly every constitution and the world and by many international conventions.”  However, as de Soto notes, though property rights are needed for economic development and poverty alleviation, privatizations have often failed because 

…most legal procedures to create formal property are not geared to process extralegal proofs of ownership that lack any visible chain of title…
What the government had not taken into account was that when people finally acquire property, they have their own ideas about how to use and exchange it.  If the legal system does not facilitate the needs and ambitions, they will move out of the system in droves. (de Soto 2000, pp. 166-67)

According to some legal scholars, such as Holmes and Sunstein (1999), the extralegal rights we are discussing are meaningless because property rights cannot exist without the state.  However, though legal scholars may dispute the status of extralegal rights, they are meaningful and must be examined because people give meaning to extralegal rights.  The basic problem with state-led privatization, and the main reason Austrian economists view spontaneous privatization favorably, is that officials guiding state-led privatization lack the incentives and information to correctly privatize scarce resources.  When top-down, formal privatization efforts are initiated, these reforms often fail to acknowledge the rights of the de facto owners in control of the resources.  As a result, the de facto owners face perverse incentives to resist reform, deplete a resource’s value, or do both.  
Critics of the argument for spontaneous privatization often interpret the argument 
as a defense of anarchy and chaos, instead of order and rationality.  These critics point to the hierarchical, and often successful, decision-making of entrepreneurs within firms as examples of how gradual and rational approaches to a muddled business world can produce desirable results.  Further, critics of spontaneous privatization argue that, in an environment in which transaction costs are high, centralization and planning are often superior to decentralization (Coase 1937); since high transaction costs seem to be symptomatic of reforming and transition economies, a more centralized approach to reform might be justified.  

Laissez faire privatization is not an argument against planning or rationality, however.  The argument for spontaneous privatization is one in which the rationality of individuals in control of resources is embraced.  Defenders of spontaneous privatization want to allow the de facto owners of resources to take advantage of local knowledge, arguing that this approach is more effective than highly centralized, bureaucratic privatization programs.  De facto owners have a better idea about which assets are valuable enough to privatize and which are not.  Moreover, de facto owners have a better sense of how problems of simultaneity and sequencing of privatization should be dealt with; when one resource is privatized, it sometimes creates a pressing need for others to be privatized.  

Though Austrian economists generally favor spontaneous privatization when compared to top-down privatization, spontaneous privatization is not free from problems.  First, spontaneous privatization cannot occur in a society that does not value or respect private property rights.  The prevailing cultural norms in a given country act as a hard constraint on privatization efforts.  Without the right cultural environment, property rights systems will not be robust.  As Peter Boettke (2001 [1996], p.257) puts it, “Rules are only RULES if customary practice dictates.”  But, cultural problems are not unique to spontaneous privatization programs; in fact, they act as a constraint against any kind of reform, whether it be top-down or spontaneous.  Moreover, it is unclear to what extent culture is malleable and how quickly it can be changed.  

When we talk seriously about spontaneous privatization, enforcement problems are also an obvious cause for concern.  Since spontaneous privatization is extralegal, what are the mechanisms for resolving disputes?  Formal sources of authority, such as courts and regulators, are inadequate for dealing with such disputes because these sources of authority run contrary to the nature of extralegal rights.  Without formal enforcement, titling and transferring of rights is more costly.  On the other hand, informal rights evolve and become sophisticated during the course of spontaneous privatization.  Over time, some of the rights that emerge from the informal sector gain recognition and acceptance by formal legal systems, making it possible for the formal systems to enforce the property rights that have emerged through an organic and legitimate process.    

Finally, capital flows and foreign direct investment opportunities may not be realized when property rights are decentralized.  The “dead capital” problem described by de Soto (2000) arises because banks require clear, formal property rights systems for lending.  Because of their extralegal status, informal rights may not be effective in promoting capital investment and widespread economic growth.  Though it may be more difficult for entrepreneurs operating outside of the formal property rights system to obtain capital, it is not impossible.  Microfinance programs and collective efforts that pool savings together are bottom-up approaches that have surfaced to deal with this challenge.  
IV.  Conclusion

Property rights play a central role in disseminating knowledge and information throughout an economic system.  Austrian economists favor laissez faire, or spontaneous, privatization because this approach to privatization recognizes the important and sensitive information available to de facto owners.  De facto owners have a strong incentive to get the institutions “right” when privatizing; by contrast, when economic experts make mistakes while privatizing, they are not residual claimants.  De facto owners lose wealth when things go wrong; policymakers, such as Jeffrey Sachs, who are in charge of privatizations occasionally lose consulting contracts when things go badly but are, for the most part, unaffected.  Thus, spontaneous privatization encourages efficient privatization by minimizing the role of the state and its central planners.  

Top-down privatizations persist nonetheless.  This type of reform continues to be supported by policymakers who think a certain amount of control and hierarchy is necessary.  Despite the popularity of top-down privatization, the value of spontaneous privatizations may soon be realized in parts of the world desperately in need of bottom-up privatization, such as sub-Saharan Africa, since the mixed results of neoclassical privatization have caused many to rethink their conventional understanding of property rights.  As frustrations with the neoclassical approach to privatization continue to mount, Austrian economists may have an important role to play in making the case for spontaneous privatization.
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